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can	 be	 used	 to	 increase	 deductible	 interest	 expenses	 in	 relatively	 high-tax	 jurisdictions	 with	
corresponding	 income	 inclusions	 in	 relatively	 low-tax	 jurisdictions.2	 Where	 a	 jurisdiction	
exempts	or	defers	the	taxation	of	income	from	foreign	affiliates,	moreover,	interest	on	related-	
or	 third-party	 debt	 that	 is	 used	 to	 finance	 the	 production	 of	 this	 income	 can	 reduce	 the	
borrower’s	 taxable	 income	without	a	corresponding	 income	 inclusion.	For	 these	 reasons,	 it	 is	
not	surprising	that	the	Organisation	for	Economic	Cooperation	and	Development’s	Action	Plan	
on	 Base	 Erosion	 and	 Profit	 Shifting	 (BEPS)	 identified	 the	 deduction	 of	 interest	 and	 other	
* Professor	 and	Director	 of	 the	 Tax	 LLM	 Program,	 Peter	 A.	 Allard	 School	 of	 Law,	University	 of	 British
Columbia.	
1	 This	 discussion	 assumes	 that	 interest	 payments	 will	 continue	 to	 be	 deductible	 to	 the	 payer	 and	






















amortization	 (EBITDA).8	At	 the	 same	 time,	 corporate	 tax	 rate	 reductions	 in	 the	United	States	
																																																						




5	OECD,	 Limiting	Base	 Erosion	 Involving	 Interest	Deductions	 and	Other	 Financial	 Payments,	Action	 4	 –	
2015	Final	Report,	(Paris:	OECD,	2015)	[hereafter	Final	Report	on	BEPS	Action	4].	
6	OECD,	Limiting	Base	 Erosion	 Involving	 Interest	Deductions	 and	Other	 Financial	Payments,	Action	4	 –	
2016	Update,	(Paris:	OECD,	2016)	[hereafter	BEPS	Action	4	Update].	
7	 This	 is	 in	 notable	 contrast	 to	 the	 federal	 government’s	 recent	 ratification	 of	 the	 Multilateral	
Convention	 to	 Implement	 Tax	 Treaty	 Related	 Measures	 to	 Prevent	 BEPS,	 which	 implements	 various	





Li	 Liu,	 “Policy	 Forum:	 International	 Effects	 of	 the	 2017	US	 Tax	Reform	–	A	View	 from	 the	 Front	 Line”	
(2019)	67:1	Can.	Tax	J.	27-39;	Ken	McKenzie	and	Michael	Smart,	“Policy	Forum:	Business	Tax	Reform	in	
the	United	States	and	Canada”	(2019)	67:1	Can.	Tax	J.	57-66;	and	Ken	McKenzie	and	Michael	Smart,	Tax	






This	 article	 considers	 how	 Canada	 should	 respond	 to	 the	 recommendations	 of	 BEPS	
Action	 4	 in	 light	 of	 recent	 developments	 in	 the	U.S.	 and	other	 jurisdictions.	 The	 first	 section	
explains	the	ways	in	which	interest	payments	may	be	used	to	shift	profits	from	one	jurisdiction	
to	 another	 in	 order	 to	minimize	 taxes,	 considering	 both	 inbound	 investments	 and	 outbound	
investments,	and	why	this	base	erosion	and	profit	shifting	may	be	problematic	as	a	matter	of	
tax	 policy.	 The	 second	 section	 reviews	 Canadian	 responses	 to	 these	 profit	 shifting	 strategies	







base	 erosion	 and	 profit	 shifting	 in	 the	 context	 of	 inbound	 investments	 and	 outbound	
																																																																																																																																																																														
Richard	Collier,	Michael	Devereux	and	Strahil	Lepoev,	“Proposed	UK	Changes	on	the	Tax	Deductibility	of	
Corporate	 Interest	 Expense”	 [2017]	 British	 Tax	 Review	 60-79;	 Daniel	 Head	 and	 Kashif	 Javed,	 How	 to	
handle	 the	new	corporate	 interest	 restriction”	Tax	 Journal	 (27	October	2017)	10-15;	and	Antony	Ting,	









a	 relatively	 high	 rate	 of	 tax	 in	 another	 jurisdiction.	 Since	 the	 distinction	 between	 debt	 and	
equity	 makes	 little	 economic	 difference	 to	 related	 entities,	 it	 is	 relatively	 easily	 for	 these	
entities	to	convert	what	might	otherwise	be	non-deductible	dividend	payments	into	deductible	
interest	payments	by	reducing	the	equity	element	of	an	investment	and	increasing	the	amount	
of	 debt	 (thin	 capitalization).	 Where	 the	 amount	 of	 the	 debt	 exceeds	 the	 amount	 that	 the	
borrower	could	obtain	from	an	arm’s	length	party,	it	is	arguable	that	the	excess	debt	should	be	
regarded	 as	 equity	 and	 the	 interest	 paid	 on	 this	 excess	 debt	 should	 be	 characterized	 as	 a	
distribution.	Where	the	debt	exceeds	the	group’s	third-party	debt,	moreover,	a	strong	case	can	
be	made	that	the	loan	results	in	unacceptable	base	erosion	and	profit	shifting.	
	 From	an	outbound	perspective,	 the	 risk	 of	 BEPS	 involves	 the	use	of	 related-	 or	 third-












	 Although	 generally	 viewed	 as	 wholly	 separate	 issues,	 the	 distinction	 between	 these	
BEPS	 risks	 can	 break	 down	 when	 one	 takes	 the	 perspective	 of	 a	 multinational	 group	 with	
entities	 in	 multiple	 jurisdictions	 subject	 to	 different	 rates	 of	 tax.	 As	 Michael	 Graetz	




as	 an	 instance	 of	 outbound	 BEPS	 and	 an	 example	 of	 inbound	 BEPS	 attributable	 to	 thin	
capitalization.11	 From	 this	 perspective,	 it	 follows	 that	 a	 principled	 response	 to	 the	 use	 of	





taxes	 through	 the	 deduction	 of	 interest	 expenses	 on	 inbound	 and	 outbound	 investments	





and	 where	 the	 borrowing	 takes	 place.”	 The	 connection	 between	 inbound	 and	 outbound	 aspects	 of	
interest	deductibility	 is	particularly	clear	 in	the	context	of	so-called	“debt	dumping”	 in	which	a	foreign	
controlled	entity	borrows	funds	in	order	to	finance	an	equity	investment	in	a	related	entity	 in	another	
jurisdiction.	
12	 Ibid.,	 preferring	 allocation	 by	 assets	 over	 allocation	 by	 income	 as	 “conceptually	 more	 sound”	 and	
“probably	 easier	 to	 implement.”	 See	 also	 Choe	 Burnett,	 “Intra-Group	 Debt	 at	 the	 Crossroads:	 Stand-
Alone	versus	Worldwide	Approach”	(2014),	6	World	Tax	Journal	40-76;	J.	Vleggeert,	“Interest	Deduction	





capital	 ownership	neutrality,	 creating	 a	 tax	preference	 for	 assets	 to	be	held	by	multinational	
groups	 instead	of	domestic	enterprises.	 It	 also	 creates	a	 tax-induced	bias	 in	 the	 cross-border	
context	towards	debt	financing,	accentuating	an	already	existing	tax	bias	toward	debt	finance	
under	most	 income	 taxes,	 due	 to	 the	 different	 tax	 treatment	 of	 returns	 to	 debt	 and	 equity.	
Finally,	the	use	of	interest	deductions	for	BEPS	purposes	reduces	government	revenues,	which	
can	have	other	distributional	and	efficiency	 implications	 to	 the	extent	 that	 reduced	 revenues	
lower	government	expenditures	or	are	offset	through	other	taxes.14	For	these	reasons,	it	is	not	







of	 interest	 expenses	 for	 international	 tax	 planning,	 including	 in	 particular	 thin	 capitalization	
rules	for	inbound	investments	by	specified	non-residents	and	foreign	affiliate	dumping	rules	for	





the	 international	 context,	 see	 Amanda	 Heale	 and	 John	 Leopardi,	 “Canada”	 in	 Cahiers	 de	 Droit	 Fiscal	
International,	vol.	104A	(Rotterdam:	International	Fiscal	Association,	2019)	191-209.	
	 7	




inbound	 investments,	which	were	 introduced	 in	1972.17	Although	originally	applicable	only	 to	
resident	 corporations,	 the	 rules	 were	 recently	 broadened	 to	 include	 resident	 trusts,	
partnerships	of	which	a	resident	corporation	or	trust	is	a	partner,	and	branches	of	non-resident	
corporations	and	trusts	operating	in	Canada.18	









Profit	 Shifting	 Initiative:	 Interest	 and	 Base-Eroding	 Payments	 –	 Insights	 from	 Canadian	 Experience”	
(2015)	69	Bulletin	for	International	Taxation	350-354	at	351-354.	




20	 Ibid.,	definitions	of	“outstanding	debts	 to	specified	non-residents”	and	“equity	amount”.	 In	general,	
the	 equity	 amount	 of	 a	 corporation	 is	 the	 total	 of	 all	 retained	 earnings	 of	 the	 corporation	 at	 the	
beginning	of	the	year,	the	average	of	the	corporation’s	contributed	surplus	in	the	year	to	the	extent	that	
it	was	contributed	by	a	specified	non-resident	shareholder,	and	the	average	of	the	corporation’s	paid-up	
capital	 in	 the	year	excluding	 the	paid-up	capital	 in	 respect	of	 shares	owned	by	a	person	other	 than	a	
specified	non-resident	shareholder,	and	the	equity	amount	of	a	trust	is	the	sum	of	its	tax-paid	earnings	
	 8	





apply	 to	 arm’s	 length	 debt,	 even	 if	 guaranteed	 by	 a	 specified	 non-resident	 shareholder	 or	
beneficiary.	To	the	extent	that	guaranteed	debt	is	easily	substituted	for	non-arm’s	length	debt,	
this	 would	 appear	 to	 be	 a	 serious	 deficiency	 in	 the	 Canadian	 rules.23	 Notwithstanding	 this	
concern,	both	the	1997	Report	of	the	Technical	Committee	on	Business	Taxation	and	the	2008	
Report	 of	 the	 Advisory	 Panel	 on	 Canada’s	 System	 of	 International	 Taxation	 questioned	
extension	of	the	thin-capitalization	rules	to	debt	guaranteed	by	specified	non-residents	on	the	
grounds	 that	 this	 could	 “disrupt	normal	 commercial	 financing	 arrangements”24	 and	 “increase	




and	 contributions	 to	 the	 trust	 from	 specified	 non-resident	 beneficiaries	 less	 capital	 distributions	 to	
specified	non-resident	beneficiaries.		
21	Ibid.,	s.	214(16).	
22	 Ibid.,	 s.	 18(5.4).	 Although	 the	 trust	may	 deduct	 this	 designated	 payment	 in	 computing	 its	 income,	 the	
designated	amount	is	subject	to	withholding	tax	under	Part	XIII	and	the	trust	may	be	subject	to	tax	under	
Part	XII.2.		
23	 Brian	 J.	 Arnold,	 Reforming	 Canada’s	 International	 Tax	 System:	 Toward	 Coherence	 and	 Simplicity,	
(Toronto:	Canadian	Tax	Foundation,	2009)	at	308.		
24	Report	of	the	Technical	Committee,	supra	note	17	at	6.29.	






moreover,	 it	 is	 unclear	 why	 the	 rules	 take	 into	 account	 only	 debt	 owed	 to	 specified	 non-
residents	 and	 equity	 (other	 than	 retained	 earnings)	 contributed	 by	 specified	 non-residents,	
rather	than	all	debt	and	equity	of	the	relevant	corporation	or	trust.28	Although	amended	rules	
might	continue	to	disallow	the	deduction	of	interest	expenses	only	on	debts	owing	to	specified	
non-residents,29	 considering	 all	 debt	 and	 equity	 would	 provide	 a	 better	 measure	 of	 thin	
capitalization.	
A	 further	 deficiency	 of	 Canada’s	 thin	 capitalization	 rules	 is	 the	 inflexibility	 of	 a	 fixed	
ratio,	particularly	when	data	consistently	demonstrates	 that	debt	 to	equity	 ratios	vary	widely	
among	different	industries30	as	well	as	among	firms	within	industries.31	While	one	alternative	to	
a	 single	 fixed	 ratio	 would	 be	 to	 adopt	 different	 ratios	 for	 different	 industries,32	 a	 more	
principled	 approach	would	 be	 to	 apply	 a	 debt	 to	 equity	 ratio	 for	 each	 entity	 in	 a	 corporate	









ratios	 from	 2000	 to	 2005	 ranging	 from	 0.17	 for	 insurance	 carriers	 and	 related	 activities	 to	 3.76	 for	





from	 0.063	 for	 water	 transportation	 to	 approximately	 3.5	 for	 real	 estate	 and	 over	 5	 for	 hotels	 and	
motels.	
32	 See,	 e.g.,	 Arnold,	 supra	note	 23,	 at	 313,	 recommending	 a	 higher	 ratio	 for	 financial	 institutions	 and	
other	industries	that	are	typically	highly	leveraged.	
	 10	
allowing	 a	 taxpayer	 that	 would	 otherwise	 be	 subject	 to	 the	 fixed	 ratio	 to	 deduct	 interest	
expenses	up	to	the	group	ratio.33	
Interest	on	debt-financed	outbound	investments	
	 Until	1972,	Canadian	corporations	could	not	deduct	 interest	on	borrowed	money	 that	
was	 used	 to	 invest	 in	 Canadian	 or	 foreign	 subsidiaries.34	 Since	 then,	 Canada	 has	 allowed	 a	
deduction	for	 interest	on	borrowed	funds	used	to	earn	dividends,	even	 if	 these	dividends	are	
effectively	exempt	from	tax	as	inter-corporate	dividends	from	taxable	Canadian	corporations	or	
as	exempt	dividends	from	foreign	affiliates.35	




result,	 what	 was	 once	 predominantly	 a	 credit	 system	 for	 dividends	 from	 foreign	 affiliates	
gradually	morphed	into	what	is	predominantly	an	exemption	system.	
As	 this	change	became	apparent	 in	 the	1990s,	concerns	were	 raised	 in	some	quarters	
that	 the	 deduction	 of	 interest	 expenses	 on	 debt	 used	 by	 Canadian	 corporations	 to	 acquire	
																																																						
33	 See	 infra,	 notes	 93-111	 and	 accompanying	 text.	 As	 explained	 below,	 however,	 the	 OECD’s	
recommended	approach	generally	contemplates	a	group	ratio	rule	based	on	earnings	rather	than	assets.		
34	Report	of	the	Technical	Committee,	supra	note	17	at	6.11.	
35	 Since	 the	 dividends	 are	 included	 in	 computing	 the	 recipient	 corporation’s	 income	 under	 ITA	













recommendation,	 the	 Conservative	 Government	 proposed	 a	 broad	 tracing	 rule	 to	 limit	 the	
deduction	of	interest	expenses	on	indebtedness	incurred	to	acquire	shares	of	a	foreign	affiliate	








38	Report	of	 the	Technical	Committee,	 supra	note	17	at	6.12.	 This	 finding	 is	 consistent	with	academic	
studies	 cited	 in	 the	 Final	 Report	 on	 BEPS	 Action	 4,	 supra	 note	 5	 at	 17,	 concluding	 that	multinational	
groups	 leverage	 more	 debt	 in	 subsidiaries	 located	 in	 high	 tax	 countries,	 that	 thin	 capitalization	 is	
strongly	associated	with	multinational	groups,	and	that	foreign-owned	enterprises	use	more	debt	than	
domestically-owned	enterprises.		








jurisdiction.42	 At	 the	 same	 time,	 the	 government	 also	 announced	 that	 it	 would	 establish	 an	






the	 deductibility	 of	 interest	 expense	 incurred	 by	 Canadian	 companies	 to	 invest	 in	 foreign	
affiliates”45	on	the	following	grounds:	
Our	research	shows	that	many	businesses	based	in	other	countries	can	deduct	interest	
on	 borrowed	money	 to	 invest	 in	 a	 foreign	 company	 even	 though	 dividends	 from	 the	
foreign	 company,	 when	 repatriated,	 will	 be	 either	 exempt	 or	mostly	 free	 from	 home	
country	 tax.	While	 some	countries	have	 introduced	 targeted	 rules	aimed	at	 restricting	
outbound	 financing	 arrangements,	many	 such	 arrangements	 are	widely	 available.	 The	
Panel	believes	 that	Canada’s	 tax	 system	should	not	create	disadvantages	 for	Canadian	
businesses	when	they	compete	abroad.	
	
Canadian	 businesses	 need	 flexibility	 in	 raising	 capital	 and	 structuring	 the	 financing	 of	





At	 the	 same	 time,	 the	 Advisory	 Panel	 expressed	 “significant	 tax	 policy	 concerns”	
regarding	 debt	 dumping	 or	 debt	 pushdown	 transactions	 in	 which	 a	 Canadian	 corporation	
																																																						
42	 Department	 of	 Finance,	 “Canada’s	 New	 Government	 Improves	 Tax	 Fairness	 with	 Anti-Tax-Haven	











share	 or	 benefit	 from	 an	 increase	 in	 the	 value	 of	 ForSub’s	 operations	 subsequent	 to	
CanSub’s	 investment,	 such	 a	 transaction	 has	 the	 effect	 of	 inappropriately	 reducing	
CanSub’s	 Canadian	 tax	 liability.	 It	 permits	 Parent	 to	 leverage	 its	 existing	 Canadian	
operations	by	simply	 reorganizing	 the	group’s	ownership	structure.	The	 reorganization	
may	not	have	had	any	purpose	other	than	to	shift	deductible	expenses	into	Canada.	As	a	
result,	 the	 reorganization	 reduces	 the	Canadian	 tax	base,	 generates	no	new	economic	
activity	in	Canada,	and	provides	little	or	no	benefit	to	Canadians.48	
	
For	 these	 reasons,	 the	 Panel	 recommended	 a	 specific	 anti-avoidance	 rule	 that	 would	 either	
disallow	the	deduction	of	interest	expenses	paid	by	a	foreign-controlled	Canadian	corporation	





Presumably	 regarding	 the	 tracing	 approach	 to	 be	 complicated	 and	 relatively	 easy	 for	
taxpayers	 to	 circumvent,	 the	 government	 settled	 on	 the	 second	 approach,	 introducing	 a	
“foreign	affiliate	dumping”	rule	in	the	2012	Federal	Budget.50	Enacted	as	s.	212.3	of	the	ITA,	this	
rule	generally	applies	whenever	a	corporation	resident	in	Canada	(CRIC)	acquires	shares	or	debt	
of,	 or	 contributes	 capital	 to,	 a	 corporation	 that	 either	 is	 a	 foreign	 affiliate	 of	 the	 CRIC	 or	










which	the	amount	 invested	 in	the	foreign	affiliate	exceeds	the	equity	of	the	foreign	parent	 in	
the	CRIC.	 In	 this	 respect,	 the	 foreign	affiliate	dumping	provision	 functions	 as	 an	anti-surplus-
stripping	rule	rather	than	an	interest	expense	limitation	by	discouraging	debt	dumping	as	well	





and	profit	shifting	by	non-residents	than	 it	 is	 to	adopt	measures	preventing	base	erosion	and	
profit	shifting	by	resident	MNEs.51	More	generally,	as	the	Final	Report	of	BEPS	Action	4	explains,	
because	“a	robust	approach	to	restrict	interest	deductions	by	a	single	country	could	adversely	
impact	 the	attractiveness	of	 the	country	 to	 international	business	and	the	ability	of	domestic	





51	 For	 a	 similar	 conclusion,	 see	 Brian	 J.	 Arnold	 and	 James	 R.	 Wilson,	 Aggressive	 Tax	 Planning	 by	
Multinational	Corporations:	The	Canadian	Context	and	Possible	Responses,	University	of	Calgary	School	
of	 Public	 Policy	 Research	 Papers,	 vol.	 7,	 no.	 29	 (September	 2014)	 at	 26,	 observing	 that	 “historically,	
Canada	has	been	vigilant	about	protecting	the	Canadian	tax	base	from	aggressive	tax	planning	by	non-




use	of	 interest	 in	base	erosion	and	profit	 shifting.”53	Although	 this	 “best	practices”	approach	
does	 not	 establish	 “minimum	 standards”	 like	 those	 for	 some	other	 BEPS	Actions	 such	 as	 tax	
treaty	 abuse,	 the	OECD	 expects	 domestic	 rules	 “to	 converge	 through	 the	 implementation	 of	
agreed	 common	 approaches,	 …	 enabling	 further	 consideration	 of	 whether	 such	 measures	
should	 become	 minimum	 standards.”54	 This	 section	 reviews	 the	 “best	 practice”	




begins	 by	 reviewing	 existing	 approaches	 to	 limiting	 the	 use	 of	 interest	 expenses	 for	 BEPS	
purposes,	identifying	six	broad	groups:	
1. Arm’s	length	tests,	which	compare	the	level	of	interest	or	debt	in	an	entity	with	the	
























Although	 the	 Report	 notes	 than	 an	 arm’s	 length	 test	 considers	 “the	 particular	
commercial	 circumstances	 of	 an	 entity	 or	 group”	 and	 “recognises	 that	 entities	 may	 have	
different	levels	of	interest	expense	depending	on	their	circumstances,”	it	rejects	this	approach	
as	a	best	practice	to	limit	the	deduction	of	interest	expenses	on	the	grounds	that	it	is	“resource	
intensive	 and	 time	 consuming	 for	 both	 taxpayers	 and	 tax	 administrations	 to	 apply”	 and	
uncertain	 in	application	because	“each	entity	 is	considered	separately	after	arrangements	are	
entered	 into.”56	 It	 also	 rejects	 withholding	 taxes	 as	 a	 best	 practice	 to	 address	 BEPS-related	
interest	expenses	on	the	grounds	that	withholding	tax	rates	would	have	to	match	corporate	tax	
rates	 to	 eliminate	 BEPS	 opportunities	 but	 are	 generally	 reduced	 to	 much	 lower	 levels	
(sometimes	 to	 zero)	 under	 bilateral	 tax	 treaties,57	 and	 rejects	 rules	 disallowing	 a	 specified	
percentage	 of	 an	 entity’s	 interest	 expense	 on	 the	 basis	 that	 these	 rules	 do	 not	 specifically	
target	BEPS	risks	associated	with	high	levels	of	debt.58	At	the	same	time,	it	suggests	that	“these	
rules	may	 still	 have	 a	 role	 to	 play	within	 a	 country’s	 tax	 system	 alongside	 the	 best	 practice	
approach,	either	in	supporting	those	rules	or	in	meeting	other	tax	policy	goals,”59	concluding	on	
this	 basis	 that	 countries	 may	 “continue	 to	 apply	 an	 arm’s	 length	 test,	 withholding	 tax	 on	
interest,	or	rules	to	disallow	a	percentage	of	an	entity’s	total	interest	expense,	so	long	as	these	
																																																						



















involving	 interest,	 but	 should	 not	 prevent	 businesses	 from	 raising	 the	 debt	 finance	
necessary	for	their	business	and	commercial	investments.62	
	
The	 following	 discussion	 considers	 each	 element	 of	 this	 best	 practices	 approach,	
addressing	the	rationale	for	and	design	of	a	fixed	ratio	rule,	an	optional	group	ratio	rule,	




would	 allocate	 the	 net	 third-party	 interest	 expense	 of	 corporate	 groups	 among	 its	members	
based	 on	 their	 share	 of	 the	 assets	 or	 income	 of	 the	 group	 as	 a	 whole,63	 the	 consistent	
application	of	an	allocation	rule	along	these	lines	would	require	agreement	on	the	definition	of	
the	 group	 to	 which	 the	 rule	 would	 apply,	 on	 the	 calculation	 of	 the	 group’s	 net	 third	 party	









much	 simpler	 approach	 for	entities	 to	apply	 and	 tax	administrations	 to	administer,66	with	an	
optional	 group	 ratio	 rule	 as	 supplementary	 rule	 that	 could	 permit	 the	 deduction	 of	 interest	
expenses	exceeding	the	fixed	ratio.67	
While	a	fixed	ratio	rule	could	be	based	on	a	ratio	debt	to	equity,	as	with	Canada’s	thin	
capitalization	 rules,	 or	 on	 a	 ratio	 of	 interest	 expense	 to	 earnings,	 the	 Final	 Report	 on	 BEPS	
Action	 4	 favours	 the	 latter	 approach	 for	 several	 reasons.	 First,	 because	 the	 use	 of	 interest	
payments	for	BEPS	purposes	depends	on	the	deductible	expenses	incurred	by	an	entity,	a	limit	




a	 ratio	based	on	debt	 to	equity.69	Third,	 to	 the	extent	 that	an	 interest	 to	earnings	 ratio	 links	



















specific	 categories	 of	 income	 from	 the	 definition	 of	 earnings,	 so	 that	 the	 rule	 limits	 the	
deduction	of	interest	expenses	on	borrowed	funds	used	to	finance	tax-exempt	and	tax-deferred	
income.72	Fifth,	since	the	OECD’s	best	practices	approach	would	also	apply	to	payments	such	as	
guarantee	 fees,	 notional	 interest	 on	 derivative	 instruments	 and	 the	 finance	 cost	 element	 of	
finance	 lease	 payments,73	 an	 interest	 to	 earnings	 ratio	 is	more	 amenable	 to	 the	 inclusion	 of	




































expense	 an	 entity	 can	 reasonably	 afford	 to	 bear”84	 –	 though	 the	 Report	 also	 states	 that	 a	
																																																						
78	ITA,	s.	18(4)(a)(i)	and	the	definition	of	“equity	amount”	in	s.	18(5).	














country	 may	 chose	 to	 adopt	 earnings	 before	 interest	 and	 taxes	 (EBIT)	 as	 an	 alternative	
definition	of	earnings.85	And	the	suggested	range	of	10%	to	30%	aims	to	exclude	a	majority	of	
multinational	groups	while	limiting	opportunities	for	significant	BEPS	through	the	deduction	of	





groups,	 the	 Report	 also	 recommends	 a	 targeted	 rule	 to	 prevent	 BEPS	 through	 interest	
payments	to	related	parties	and	third	parties	under	structured	arrangements	such	as	back-to-
back	loans.89	Where	a	group	has	more	than	one	entity	in	a	particular	country,	it	also	suggests	
that	 the	 ratio	 should	 apply	 to	 overall	 position	 of	 the	 domestic	 group,	 which	 would	 allow	 a	
highly	 leveraged	entity	 to	deduct	 interest	 expenses	 if	 the	net	 interest	 to	 EBITDA	 ratio	of	 the	
domestic	 group	 adheres	 to	 the	 fixed	 ratio.90	 The	 Report	 also	 recommends	 an	 optional	 de	
minimis	 monetary	 threshold	 to	 exclude	 low-risk	 entities	 and	 reduce	 administration	 and	
																																																						





















rule	 for	 entities	 to	 apply	 and	 tax	 administrations	 to	 administer,93	 it	 also	 contemplates	 an	
optional	 group	 ratio	 rule	 as	 supplementary	 rule	 that	 could	 permit	 the	 deduction	 of	 interest	
expenses	 exceeding	 the	 fixed	 ratio.94	 The	 purpose	 of	 this	 rule	 is	 to	 allow	 the	 deduction	 of	
interest	 expenses	 incurred	 by	 highly	 leveraged	 groups	 where	 this	 interest	 is	 attributable	 to	
external	 debt	 of	 the	 group	 at	 a	 whole	 rather	 than	 base	 erosion	 and	 profit	 shifting.95	 By	
providing	 this	 flexibility	 for	 highly	 leveraged	 groups,	moreover,	 the	 Report	 suggests	 that	 the	
fixed	 ratio	 can	 be	 set	 relatively	 low,	 “making	 sure	 that	 the	 fixed	 ratio	 rule	 is	 effective	 in	
combating	 base	 erosion	 and	 profit	 shifting,	 while	 the	 group	 ratio	 rule	 compensates	 for	 the	
blunt	operation	of	such	a	rule.”96	
As	with	 a	 fixed	 ratio	 rule,	 a	 group	 ratio	 rule	 could	 be	 based	 asset-based	 or	 earnings-
based,	allowing	the	deduction	of	net	interest	expenses	above	the	fixed	ratio	either	where	the	
entity’s	 equity	 to	 total	 assets	 ratio	 equals	 or	 exceeds	 that	 of	 the	 group	 (an	 “equity	 escape	
rule”),	 or	where	 its	 net	 interest	 to	 EBITDA	 ratio	does	not	 exceed	 the	net	 third-party	 interest	
																																																						
91	 Ibid.	 at	 35.	 Where	 the	 ratio	 applies	 to	 individual	 entities	 separately,	 not	 the	 overall	 position	 of	








expense	 to	 EBITDA	 ratio	 of	 the	 group	 as	 a	 whole.97	While	 an	 asset-based	 approach	 is	more	
likely	than	an	earnings-based	approach	to	disallow	the	deduction	of	interest	expenses	incurred	




















OECD	 devoted	 to	 an	 earnings-based	 group	 ratio	 rules	 strongly	 suggests	 that	 this	 is	 its	 preferred	







specified	 related	 parties	 or	 adding	 a	 targeted	 anti-avoidance	 rule	 to	 prevent	 a	 group	 from	
inflating	its	net	third	party	interest	to	EBITDA	ratio	by	paying	interest	to	a	related	party	outside	
the	group.103	
Likewise	 with	 a	 group’s	 net	 third	 party	 interest	 expense	 and	 EBITDA,	 the	 Report	
recommends	 that	 the	 calculation	 of	 these	 amounts	 can	 generally	 be	 based	 on	 figures	 taken	
from	 a	 group’s	 consolidated	 financial	 statements,104	 though	 the	 Report	 also	 contemplates	













105	 Ibid.	 at	 62-63;	 and	 BEPS	 Action	 4	 Update,	 supra	 note	 5	 at	 123-130,	 for	 example,	 including	 in	
computing	a	group’s	net	third	party	interest	expense	interest	that	is	included	within	other	categories	of	








and	 the	 OECD’s	 approach	 seems	 to	 be	 administratively	 feasible	 since	 consolidated	 financial	
statements	 are	 often	 publicly	 available	 and	 provide	 relatively	 reliable	 information	 on	 the	
finances	 of	 worldwide	 groups.108	 Whether	 an	 earnings-based	 approach	 is	 preferable	 to	 an	
equity	 escape	 rule,	 however,	 is	 less	 clear,	 particularly	 to	 the	 extent	 that	 an	 earnings-based	
approach	 requires	 additional	 rules	 to	 address	 circumstances	 in	 which	 individual	 entities	 or	








rule	 or	 the	 interest	 expenses	 exceed	 the	 limit	 under	 the	 group	 ratio	 rule,	 however,	 the	






111	 Gadwood	 and	Morton,	 supra	 note	 1	 at	 32,	 reporting	 that	 six	 European	 Union	 countries	 (Finland,	
France,	Germany,	Hungary,	Luxembourg	and	Malta)	as	well	as	Norway	supplement	their	earnings-based	
fixed-ratio	 rule	 with	 an	 equity-escape	 rule”,	 while	 Argentina,	 Denmark	 and	 the	 United	 Kingdom	
supplement	their	earnings-based	fixed-ratio	rule	with	an	earnings-based	group-ratio	rule.	
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expenses	 to	be	 carried	over	 to	other	 taxation	 years	 –	 either	 forward	 to	 subsequent	 taxation	
years	or	both	forward	and	back	to	previous	taxation	years.112	In	addition,	the	Report	suggests,	
where	 an	 entity’s	 net	 interest	 expenses	 are	 less	 than	 the	 interest	 expense	 that	 would	 be	






interest	 expenses	 or	 decrease	 EBITDA	 in	 future	 periods	 if	 unused	 interest	 capacity	 can	 be	
carried	forward,	while	a	provision	allowing	entities	to	carry	back	disallowed	interest	expenses	
may	 encourage	 entities	 to	 increase	 net	 interest	 expenses	 oar	 decrease	 EBITDA	 in	 a	 current	
taxation	year	 in	order	 to	carry	disallowed	 interest	expenses	back	 to	prior	 taxation	years	with	
unused	 interest	 capacity.113	 Carryover	 provisions	 also	 create	 valuable	 tax	 attributes,	 which	
would	presumably	be	subject	 to	restrictions	on	their	use	 following	a	change	 in	control	of	 the	










general	 rules.115	 Emphasizing	 that	 “targeted	 rules	 can	 also	 provide	 an	 effective	 response	 to	




level	 of	 net	 interest	 expense	 permitted	 under	 the	 fixed	 ratio	 rule.”116	 As	 noted	 earlier,	 the	
Report	 also	 recommends	 a	 targeted	 rule	 to	 prevent	 base	 erosion	 and	profit	 shifting	 through	
interest	payments	to	related	parties	and	third	parties	under	structured	arrangements	such	as	
back-to-back	 loans.117	 It	 also	 suggests	 that	 countries	 should	 adopt	 anti-avoidance	 rules	 to	
combat	arrangements	designed	to	reduce	an	entity’s	net	 interest	expense	such	as	converting	
interest	 expense	 into	 a	 different	 form	 of	 deductible	 expense	 or	 converting	 other	 taxable	
income	into	a	form	which	is	economically	equivalent	to	interest.118	
Implementation	of	Best	Practices	in	Other	Countries	
In	 the	 years	 since	 the	 Final	 Report	 on	 BEPS	 Action	 4	 was	 released	 in	 2015,	 several	
jurisdictions	 around	 the	 world	 have	 moved	 to	 implement	 key	 elements	 of	 the	 OECD’s	 best	
practices	approach.	In	2016,	for	example,	the	European	Union	adopted	an	Anti	Tax	Avoidance	








4,	 in	most	cases	no	 later	 than	 January	1,	2019.119	According	 to	Article	4	of	 this	Directive,	 the	
interest	limitation	rule	should	include	the	following	elements:	
(1)	 a	 fixed	 ratio	 rule	 limiting	 the	deduction	of	 net	 interest	 expenses	 exceeding	
30%	of	a	taxpayer’s	EBITDA	less	tax-exempt	income;		
	
(2)	 a	monetary	 threshold	 of	 €3	million	 and	 exemptions	 for	 standalone	 entities	
and	 loans	 used	 to	 fund	 long-term	 public	 infrastructure	 projects	 where	 the	
project	 operator,	 borrowing	 costs,	 assets	 and	 income	 are	 all	 in	 the	 European	
Union;	
	
(3)	 a	 group	 ratio	 rule	 allowing	 a	 taxpayer	 that	 is	 a	member	 of	 a	 consolidated	
group	 for	 financial	 accounting	 purposes	 to	 deduct	 net	 interest	 expenses	
exceeding	the	fixed	ratio	either	(a)	where	the	ratio	of	the	taxpayer’s	equity	to	its	
assets	is	at	least	2%	less	than	the	equity	to	asset	ratio	of	the	group	or	(b)	where	
the	 ratio	 of	 the	 taxpayer’s	 net	 interest	 to	 EBITDA	 is	 no	 greater	 than	 the	 net	
interest	to	EBITDA	ratio	of	the	group;	and	
	
(4)	 either	 an	 unlimited	 carry	 forward	 of	 disallowed	 interest	 expense,	 an	




In	 accordance	 with	 this	 Directive,	 most	 EU	 member	 states	 (including	 the	 United	
Kingdom	for	now)	have	either	 retained	or	adopted	 interest	 limitation	 rules	with	an	earnings-
based	fixed	ratio	set	at	30%	of	the	taxpayer’s	net	 interest	expense	to	EBITDA	less	tax-exempt	
income.121	Several	have	also	retained	or	introduced	a	group	ratio	rule	permitting	the	deduction	
of	 interest	 expenses	 above	 the	 fixed	 ratio,	 although	most	of	 these	 rules	 take	 the	 form	of	 an	
																																																						
119	 EU	 Council	 Directive	 2016/1164	 (12	 July	 2016),	 Article	 11(1).	Where	 a	member	 state	 has	 targeted	
rules	for	preventing	BEPS	risks	which	are	“equally	effective”	to	the	interest	limitation	provisions	set	out	
in	the	Directive,	Article	11(6)	provides	that	the	state	may	apply	these	targeted	rules	until	the	earlier	of	
the	 date	 when	 OECD	 members	 publish	 an	 agreement	 on	 minimum	 standards	 for	 BEPS	 Action	 4	 or	
January	1,	2024.		
120	Ibid.,	Article	4.	












significantly	 for	 Canada,	moreover,	 the	United	 States	 amended	 its	 existing	 earnings-stripping	
rule	 effective	 January	 1,	 2018,	 adopting	 an	 earnings-based	 fixed	 ratio	 rule	 that	 limits	 a	
taxpayer’s	deduction	of	net	 interest	expenses	 to	30%	 if	 its	adjusted	 taxable	 income,	which	 is	
based	on	EBITDA	 for	 taxation	 years	 beginning	before	2022	 and	EBIT	 for	 subsequent	 taxation	








125	 Ibid.	 at	 27-28,	 reporting	 that	 of	 24	 branch	 reports	 from	 non-EU	 countries	 eight	 (Argentina,	 India,	
Japan,	Norway,	the	Republic	of	Korea,	the	Republic	of	Srpska,	and	the	United	States	of	America)	had	an	











	 As	 explained	 earlier	 in	 this	 article,	 although	 Canada	 has	 several	 rules	 that	 limit	 the	
deduction	 of	 interest	 expenses	 for	 international	 tax	 planning,	 its	 thin	 capitalization	 rules	 are	
deficient	 in	 several	 respects,129	 and	 it	 has	 failed	 to	 adopt	 any	 general	 limitation	 on	 the	
deduction	of	 interest	expenses	on	borrowed	money	used	 to	produce	exempt	dividends	 from	
foreign	 affiliates	 –	notwithstanding	 recommendations	 to	 this	 effect	 dating	back	 to	 the	1990s	
and	 limitations	 proposed	 in	 the	 2007	 Federal	 Budget.130	 As	 the	 Advisory	 Panel	 on	 Canada’s	
System	of	 International	Taxation	emphasized	 in	2008,	 the	main	 reason	 to	 reject	more	 robust	
limits	on	the	deduction	of	interest	expenses	is	not	theoretical,	but	a	pragmatic	concern	about	
international	 competitiveness	 in	 an	 environment	 in	which	 other	 countries	 do	 not	 apply	 such	
limits	on	the	deduction	of	interest	expenses	for	international	tax	planning.131	A	key	objective	of	
BEPS	 Action	 4	 was	 to	 address	 this	 collective	 action	 by	 promoting	 “a	 consistent	 approach	





130	Supra	notes	34-51	and	accompanying	 text.	As	explained	earlier,	 the	 foreign	affiliate	dumping	 rules	
play	a	more	limited	role	and	are	only	partly	designed	to	address	concerns	regarding	the	deductibility	of	
interest	expenses.	





	 Although	 it	 is	 fair	 to	 conclude	 that	 implementation	 of	 the	 recommendations	 in	 BEPS	
Action	4	 is,	 as	 a	 recent	 report	 concludes,	 “very	much	ongoing”,134	 it	 is	 notable	 that	most	 EU	
member	 states	 have	 adopted	 a	 version	 of	 the	 OECD’s	 best	 practices	 approach	 including	 in	
particular	 an	 earnings-based	 fixed	 ratio	 rule,	 and	 that	 the	 United	 States	 and	 several	 other	































apply	 to	 interest	 payments	 by	 trusts	 and	 partnerships,	 as	 well	 as	 non-residents	 carrying	 on	
business	in	Canada.	
	 Also	 consistent	 with	 the	 best	 practices	 approach,	 the	 rule	 should	 probably	 include	 a	
monetary	threshold	and	an	exemption	for	long-term	public	infrastructure	projects.	Although	a	
monetary	threshold	would	have	to	be	applied	at	the	level	of	a	domestic	group	or	accompanied	
by	 anti-fragmentation	 rules	 in	 order	 to	 prevent	 abuse,138	 such	 a	 threshold	 could	 reduce	
administrative	 and	 compliance	 costs	 for	 small-	 and	 medium-sized	 enterprises	 for	 which	 the	
																																																						
137	 In	 addition	 to	 taxpayers	 that	 are	 members	 of	 multinational	 groups,	 it	 can	 also	 be	 argued	 that	
payments	 to	 tax	 exempt	 entities	 should	 also	 be	 subject	 to	 a	 limitation	 on	 the	 deduction	 of	 interest	
expenses	on	the	grounds	that	these	interest	payments	erode	the	Canadian	tax	base	in	the	same	way	as	
interest	payments	 to	non-residents.	Brian	Arnold,	 “The	Arnold	Report”	no.	114	 (November	14,	2018).	
This	article	does	not	address	this	proposal.	
138	 Since	 Canada	 does	 tax	 corporate	 groups	 on	 a	 consolidated	 basis,	 it	 may	 make	 more	 sense	 to	
introduce	anti-fragmentation	rules	than	to	define	the	concept	of	a	domestic	group	for	the	purposes	of	




EU	member	 states	 have	 also	 adopted	 a	 de	minimis	 monetary	 threshold	 of	 €3	 million	 or	 an	
equivalent	 amount	 in	 domestic	 currency,139	 and	 the	United	 States	 exempts	 small	 businesses	
with	 average	 gross	 receipts	 of	 $25	 million	 or	 less	 over	 the	 previous	 three	 years.140	 An	
exemption	for	long-term	public	infrastructure	is	incorporated	into	Article	4	of	the	EU	ATAD	and	
is	generally	justified	on	the	grounds	these	projects	involve	little	or	no	risk	of	BEPS.		






For	 these	 reasons,	 it	 is	 perhaps	 not	 surprising	 that	 neither	 the	 United	 States	 nor	 many	 EU	
member	states	have	opted	to	enact	a	group	ratio	rule	in	addition	to	their	earnings-based	fixed	
ratio	rules.	For	all	these	reasons,	Canada	might	reasonably	defer	the	introduction	of	any	group	
ratio	 rule	 in	order	 to	benefit	 from	other	 countries’	 experience	and	until	 such	 time	as	a	 fixed	


















interest	 expenses	 or	 decrease	 EBITDA	 in	 the	 current	 taxation	 year	 order	 to	 utilize	 unused	
interest	 capacity	 in	 previous	 years.141	 As	 well,	 carryover	 provisions	 create	 valuable	 tax	















A	 further	 question	 concerns	 the	 status	 of	 existing	 rules	 restricting	 the	 deduction	 of	
interest	expenses	for	international	tax	planning,	specifically	the	thin	capitalization	rules	and	the	
foreign	 affiliate	 dumping	 rules.	 Although	 it	 might	 be	 argued	 that	 these	 rules	 would	 be	
unnecessary	 if	 Canada	were	 to	 adopt	 a	more	 general	 rule	 limiting	 the	 deduction	 of	 interest	
expenses,	 these	 rules	also	 serve	other	purposes	–	effectively	 re-characterizing	debt	as	equity	
(and	interest	payments	as	dividends)	in	the	case	of	the	thin	capitalization	rules	and	preventing	
surplus-stripping	 in	 the	case	of	 the	 foreign	affiliate	dumping	rules.	As	well,	 the	best	practices	
approach	 in	BEPS	Action	4	 includes	targeted	anti-avoidance	rules	 in	addition	to	more	general	
rules	limiting	the	deduction	of	interest	expenses.	For	these	reasons,	it	would	be	best	for	Canada	
to	retain	these	rules.	
Finally,	 since	 a	more	 general	 limitation	 on	 the	 deduction	 of	 interest	 expenses	 in	 the	
international	context	will	presumably	increase	government	revenues,	some	thought	should	be	




more	 comprehensive	 review	 of	 Canada’s	 tax	 system,143	 these	 measures	 might	 reasonably	
include	phased	reductions	in	the	federal	corporate	tax	rate	that	would	lessen	the	risk	of	profit-
																																																						
143	See,	e.g.,	McKenzie	and	Smart,	supra	note	8	at	537,	expressing	a	preference	for	“a	more	fundamental	
corporate	tax-system	reform	along	the	lines	of	a	rent	tax,	rather	than	tinkering	with	depreciation	
allowances	and/or	the	statutory	rate	
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shifting	out	of	Canada	and	incentivize	future	investment	in	Canada	without	creating	significant	
windfall	gains	for	existing	investments.	
